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Since the last meeting of the FOMC the dollar has declined a net of 3 percent 
against the German mark, 2-3 percent against other European currencies, and 8 percent 
against the Japanese yen. Most of this decline was in the first week after the FOMC 
meeting, when interest rates were coming off sharply in the United States and when the 
Iranian situation was in  the market’s focus. Since then, and even though U.S. interest 
rates tailed off fiirther, the dollar has held its own. Intervention has been relatively light 

Most of us I guess would regard this more recent stability as a rather [remarkable] 
performance for the dollar. Most seasoned dealers with whom we have talked lately 
would agree. [Unintelligible] between the [unintelligible] interest rates and evidence of 
improvement in our trade account and inflation performance. By late April market 
participants began to respond to the growing signs that the U. S. economy has moved into 
recession and that the recession might be deeper than previously anticipated. Signs of a 
slowdown reinforced expectations that our trade and current account positions would 
improve and the trade figures for March--released in late April--did show a clear 
narrowing from the previous figures. In addition. expectations began to grow- that our 
price performance would improve, again because of the domestic slowdown. Following 
earlier glimmers in individual price series released in late April, the market waited with 
bated breath, and with few long dollar positions. for the producer price index for ApriI to 
be released on May 9. The result, 0.5 percent, or a 6 percent annual rate, was a welcome 
relief. And although it did not set off a dollar rally, at least the possibility that the U.S. 
inflation rate might be easing over the next months took some of the bearishness out of 
the dollar market. 

Meanwhile, this somewhat improved sentiment toward the dollar from our side of 
the Atlantic helped the dollar weather any after-effects of the Bundesbank’s action on 
April 30 to raise yet one more time its discount and Lombard rates. This action on 
official rates followed the previous rise in market rates in Germany and was accompanied 
by [steps] to release liquidity, with the result that market rates did not advance further 
there. [Unintelligible] around 10 percent. Only the Dutch followed, but other central 
banks that had been hoping to be able to ease up a bit had to stay firm. 

In explaining why the mark did not r ise by more against the dollar, market 
participants cite Germany’s own problems--a sizable current account deficit expected for 
this year, election uncertainties in Germany, and Germany’s vulnerability to any 
exacerbation of East-West pressures. [Unintelligible.] 

[Contributing] to the relative stability of the dollar, at least against the mark and 
other continental European currencies, was the relatively close coordination of 



intervention we have been able to achieve with the Germans over the recent weeks. Both 
central banks have much to lose in terms of their domestic policy objectives if the 
exchange market suddenly becomes unsettled. So we have both been quick to step in to 
counter sudden bouts of selling pressure on the dollar. Market participants have sensed 
this, with the result that we have had to intervene less than at other times when the dollar 
was under a cloud. 

Mr. Chairman. I have done my best to provide perhaps the only bit of cheer the 
Committee may have at this meeting, but I would be remiss in not pointing out that 
market participants are seriously concerned that the interest differential between the 
United States and Germany. however measured among comparable short-term 
instruments, has virtually disappeared. [Bundesbank officials] stress that in  view of 
inflation in their country they do not intend to ease [unintelligible] interest rates over the 
near term even thou& a substantial differential prevails in terms of relative rates of 
inflation. Foreign exchange traders and financial people generally believe that as long as 
the current interest rate constellation holds, it is only a matter of time before a major flow 
of hnds  develops out of dollars and into marks. particularly by OPEC diversifiers who 
are currently so flush with funds. 

To summarize our actions, the Desk sold a total of $377 million equi\;alent of 
marks for the U.S. authorities, ofwhich $228 was for the Systein. Net ofrepayments, our 
swap drawings on the Bundesbank now amount to $33 1 million equivalent. The Desk 
aiso sold $25 million equivalent of Swiss francs from balances. Finally, our swap debt 
in French francs remains at $74 million, with no further operations during the period 
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Rcpcr t ing  on  open market o p e r a t i o n s ,  M r .  S t e r n l i q h t  

nade t h e  folli-lwinq s ta tement:  

I n  seeking  t o  meet t h e  reserve  growth o b j e c t i v e s  

a s s o c i a t e d  w i t h  t h e  Committee's l e s i r e d  m n e k a r y  growth s ince  

t h e  l a s t  meet inq ,  t h e  Desk encountered p r o g r e s s i v e l y  slower 

monetary growth and weaker demand f o r  r e s e r v e s .  Since we 

s u p p l i e d  nonborrowed r e se rves  about i n  l i n e  wi th  pa th ,  borrowings 

f e l l  o f f  s h a r p l y  and money market cond i t ions  so f t ened  dramat ica l ly .  

The average  Fede ra l  funds r a t e  i n  t h e  week of A p r i l  2 3 ,  which  

inc luded  t h e  l a s t  r e g u l a r  FOMC meeting, was about  1 7  1 / 2  percent-- 

a l r e a d y  a d e c l i n e  from the  peak of 1 9  3/8 p e r c e n t  a few weeks 

e a r l i e r .  I n  t h e  week ended l a s t  Wednesday, t h e  r a t e  averaged 

1 0  7/8 percent--down about 45 percent  from t h e  peak average week. 

Other  r a t e s  also f e l l  across  a broad f r o n t .  I n  t he  c u r r e n t  week, 

t h e  funds  rate h a s  averaged a l i t t l e  h igher  so far--abcut  11 1 / 4  

p e r c e n t ,  even though we have sought t o  provide s u f f i c i e n t  non- 

borrowed r e s e r v e s  t h i s  week so t h a t  t h e r e  should be v i r t u a l l y  no 

need f o r  ad jus tment  borrowings a t  t h e  d i scoun t  window. By 

comparison, a $1.5 b i l l i o n  l e v e l  of adjustment borrowing had 

been essumed i n  c o n s t r u c t i n g  t h e  nonborrowed r e se rve  pa th  f o r  

t h e  e a r l y  p a r t  o f  t h e  period. 

you know, t h e  Committee reduced t h e  lower bound of t h e  Federal 

funds  r a t e  t o  1 0  1/2 percent, as t h e  s t e e p  drop  i n  market r a t e s  

appeared  t o  make it i n f e a s i b l e  t o  meet nonborrowed reserve 

o b j e c t i v e s  and also s t a y  wi th in  t h e  e a r l i e r  1 3  percent  lower bound. 

I n  t he  cour se  of t h e  i n t e r v a l ,  as 



R e f l i r c t i n g  t h e  unusual dec1ir.e i n  money supply ,  i t  

looks a t  t h i s  p o i n t  a s  thcugh t o t a l  r e s e r v e s  w i l l  average c l o s e  

t o  $350 million below t h e i r  path ave raae .  Nonbcrrowed r e s e r v e s ,  

on t h e  o t h e r  hand, appear t o  be coming o u t  about on p a t h .  

I n  conducting o p e r a t i o n s  over  t h e  pe r iod ,  w e  had a 

c o n t i 2 u i n q  cofisern t h a t  t h e  seemingly generous provis ion  of 

r 'eserves  a n d  d e c l i n e  i n  market r a t e s  might be misread i n  t h e  

m a r k e t s  a s  deno t ing  a lessened  de termina t ion  t o  dea l  w i t h  i n f l a t i o n ,  

b u t  I do n o t  b e l i e v e  t h a t  our  job of r e s e r v e  provis ion  was e s s e n t i a l l y  

impeded by t h i s  concern.  On  a few occas ions ,  a d e s i r e  t o  avoid 

over-stimu:ating t h e  market a f f e c t e d  somewhat t h e  t iming and manner 

chosen to  provide r e s e r v e s .  

Ou t r igh t  o p e r a t i o n s  dur ing  t h e  per iod  included purchases  

of about  $333 million of Treasury coupon i s s u e s  and n e t  purchases  

o f  n e a r l y  $ 3 0 0  m i l l i o n  of b i l l s  from f c r e i g n  accounts.  T h e  System 

a r ranged  its ow2 repurchase  agreements on on ly  one occas ion  dur ing  

t h e  i n t e r v a l ,  bg t  s o r e  of t h e  fo re ign  account repurchase t r a n s a c t i o n s  

w e r e  passed through t o  t h e  market s e v e r a l  t imes toward t h e  end of 

t h e  pe r iod .  Matched sales t r a n s a c t i o n s  were employed a t  times t o  

a b s o r b  r e se rves  from t h e  market and were arranged d a i l y  w i t h  f o r e i g n  

accoun t s  as w e l l .  

The most pronounced y i e l d  d e c l i n e s  i n  t h e  recent p e r i o d  

w e r e  for s h o r t e r  m a t u r i t i e s .  Treasury b i l l  rates pushed down t o  

a b o u t  8 percent  l a s t  week be fo re  backing up t o  around 9 p e r c e n t  

i n  t h e  l a s t  few days .  Th i s  compares w i t h  key b i l l  r a t e s  i n  the 

11 t o  13 percent  a r e a  a t  t h e  t i m e  o f  t h e  Apr i l  Committee meeting 

and  1 4  t o  1 6  p e r c e n t  a f e w  weeks e a r l i e r .  I n  yes te rday ' s  a u c t i o n s ,  
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3- anf l  6-month b i l l s  w e n t  a t  average  r a t e s  of 8 . 9 2  and 8 - 9 5  

percent ,  compared w i t h  1 2 . 7 3  and 1 1 . 8 9  p e r c e n t  f o u r  weeks e a r l i e r .  

For i n t e r m e d i a t e  term coupon issues mat.uring i n  about 

1 to 4 yea r s ,  ; f i e l d  d e c l i n e s  i n  t h e  recent pe r iod  were l a r g e l y  

in a r m q e  of 1 tc 2 1 / 2  percentage p o i n t s ,  w h i l e  l o n g e r  i s s u e s  

'wre inostly down about  1 /8  t o  1 / 2  p e r c e n t  i n  y i e l d .  

Fssul-s ha2 a l r e a d y  undergone a s u b s t a n t i a l  d rop  i n  r a t e s  from l a t e  

Icarch t o  l a t e  A p r i l .  T h e  f u r t h e r  d e c l i n e  through about  h a l f  of 

t h e  mst recen t  pe r iod  cont inued t o  r e f l e c t  reports o f  weakness i n  

t h e  escnomy, a view t h a t  i n f l a t i o n  might tend t o  a b a t e  somewhat, 

d e c l i n s s  i n  money and c r e d i t  agg rega te s ,  and a sense t h a t  t h e  

Federa l  Reserve was a t  l e a s t  t o l e r a t i n g  i f  n o t  promulgating a 

d i s t i n c t  eas ing  i n  money market r a t e s .  

Coupon 

In t h e  f i n a l  week o r  so of t h e  pe r iod ,  r a t e s  have backed 

up,  r eve r s ing  a p o r t i o n  of t h e  e a r l i e r  d e c l i n e s .  T h i s  seems t o  

have stemmed from seve ra l  f a c t o r s ,  i n c l u d i n g  h ighe r  d e a l e r  f i nanc ing  

costs, a f e e l i n g  t h a t  m n e t a r y  growth might be resuming, and t h a t  

ear l ier  dec l ines  had been overdone a t  l e a s t  f o r  t h e  time being.  

I n  t h e  Treasury coupon s e c t o r ,  d e a l e r s  managed t o  s t o c k  up on  t h e  

new Treasury re funding  i s s u e s  when r a t e s  were a t  about  t h e i r  recent 

l o w  p o i n t ,  and now t h e  market h a s  i n c u r r e d  some losses as p r i c e s  

hzve came down i n  t h e  course  o f  seeking  t o  d i s t r i b u t e  t h e  l a r g e  

takedowns, e s p e c i a l l y  of t h e  l o n g e r  m a t u r i t i e s .  

Market views seem t o  be mixed as t o  where r a t e s  go from 

Some see  t h e  very r e c e n t  ra te  r ise  as a temporary se tback ,  he re .  

l i k e l y  t o  be followed by renewed, i f  less s p e c t a c u l a r  d e c l i n e s ,  
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i n  coning  mon ths - - e s sen t i a l ly  because o f  deepening r e c e s s i o n .  

O t h e r s  f e e l  t h a t  r a t e s  may f l u c t u a t e  c l o s e  t o  cuxren t  l e v e l s ,  

a s  f o r c e s  such a s  weakness i n  t h e  ecsnomy, con t inu ing  i n f l a t i o n ,  

and mixed c r e d i t  demands from d i f f e r e n t  sectors about o f f s e t  

one a n o t h e r .  I n d i c a t i v e  of d e a l e r  views, t h e i r  p o s i t i o n s  i n  

over-1-year m a t u r i t i e s ,  which were around $1 b i l l i o n  a month 

ago, climbed above $ 3  b i l l i o n  a s  t hey  took  on supply i n  t h e  

re funding  a u c t i o n s .  Subsequently,  t h e  over-1-year inventory  has 

worked down c l o s e r  t o  about 5 2  b i l l i o n ,  b u t  t h i s  is probably 

s t i l l  h ighe r  t han  t h e  d e a l e r s  i n  t h e  a g g r e g a t e  would p r e f e r .  

Treasury f inanc ing  demands should  n o t  be too g r e a t  f o r  

t h e  c e x t  month or so, a s  w e  come up t o  a period of seasonal  s u r p l u s .  

There may have t o  be a cash  managenent b i l l  i n  e a r l y  June, though, 

to g e t  p a s t  a cash  low p o i n t  b e f o r e  t h e  June  t a x  r e c e i p t s  p o u r  i n .  

A l s o ,  t h e r e  could  be some d i f f i c u l t i e s  in j u s t  t h e  c e x t  few days 

as w e  f a c e  a n o t h e r  c l i f f - h a n g e r  on t h e  d e b t  l i m i t  which drops 

p r e c i p i t o u s l y  a t  t h e  end of May. ConceivaSly,  t h e  Treasury would 

want t o  a c c e l e r a t e  a cash management b i l l  t o  ge t  payment b e f o r e  

month-end. 



James L. K ich l ine  
May 20, 1980 

FOMC B r i e f i n g  

I n f o A a t i o n  on economic developments e a r l y  i n  t h i s  q u a r t e r  s u g g e s t s  

a c t i v i t y  i s  c o n t r a c t i n g  s u b s t a n t i a l l y .  The s t a f f  h a s  r e v i s e d  downward i t s  f o r e -  

c a s t  of r e a l  GNP f o r  t h e  second q u a r t e r ,  and now a n t i c i p a t e s  a d e c l i n e  of around 

6 p e r c e n t  a t  a n  a n n u a l  r a t e .  The a v a i l a b l e  ev idence  i n d i c a t e s  t h a t  weakness in 

t h e  economy d u r i n g  r e c e n t  months has  become widesp read ,  e x t e n d i n g  w e l l  beyond the 

a u t o  and hous ing  s e c t o r s .  

The nominal v a l u e  of  t o t a l  r e t a i l  s a l e s  dropped f u r t h e r  i n  A p r i l ,  t h e  

t h i r d  c o n s e c u t i v e  monthly d e c l i n e .  Esc lud ing  a u t o s ,  g a s o l i n e ,  2nd nonconsmpt ion  

i t e m s ,  t h e  f a l l  i n  s a l e s  s i n c e  Janua ry  has  been the v e a k e s t  three-month performance 

i n  t h e  13 y e a r  h i s t o r y  of the s e r i e s .  Auto s a l e s ,  t oo ,  have been weak and i n  

A p r i l  t h e  a n n u a l  s a l e s  pace  of 8-114 m i l l i o n  c a r s  was n e a r l y  o n e - f c m t h  below the 

f i r s t - q u a r t e r  pace ;  s a l e s  of b o t h  f o r e i g n  and domest ic  u n i t s ,  i n c l u d i n g  l a r g e  and 

s m a l l - s i z e d  models,  d e c l i n e d .  A v a i l a b l e  r e p o r t s  s u g g e s t  t i g h t e r  c r e d i t  c o n d i t i o n s  

f o l l o w i n g  t h e  Narch 14 p o l i c y  a c t i o n s  have played some r o l e  i n  damping s a l e s  of 

d u r a b l e  goods ,  p a r t i c u l a r l y  a u t o s .  I t  i s  n o t  p o s s i b l e  t o  p i n p o i n t  how much of t h e  

most  r e c e n t  d e t e r i o r a t i o n  i n  s a l e s  c a n  be t r a c e d  t o  t h e  c r e d i t  r e s t r a i n t  program 

o r  how l o n g  those  impacts  migh t  l a s t .  But i t  does seem c l e a r  t h a t  the d e c l i n e  i n  

r e a l  d i s p o s a b l e  income h a s  been a t  work i n  d e p r e s s i n g  consumer o u t l a y s  and t h i s  

f o r c e  i s  u n l i k e l y  t o  t u r n  a round  q u i c k l y .  

P e r s o n a l  income i n  A p r i l  showed v i r t u a l l y  no change i n  nominal t e rms ,  

r e f l e c t i n g  p r i n c i p a l l y  t h e  a d v e r s e  impact of l a b o r  market  developments on wages and 

s a l a r i e s .  The ave rage  l e n g t h  of  t h e  workweek was s h o r t e n e d  a g a i n  i n  A p r i l  and 

nonfarm employment f e l l  by 1 / 2  m i l l i o n .  

p o i n t  t o  7 p e r c e n t  and c o u l d  show a n o t h e r  s h a r p  jump i n  Nay judg ing  from t h e  

The unemployment r a t e  r o s e  3 / 4  p e r c e n t a g e  
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c o n t i n u e d  a p p r e c i a b l e  r i s e  i n  t h e  weekly unemployment i n s u r a n c e  c l a i m s  figures 

s i n c e  t h e  A p r i l  l a b o r  market  su rveys  were taken.  

The & d u c t i o n  i n  h o u r s  worked i n  A p r i l  was a s s o c i a t e d  w i t h  a s u b s t a n t i a l  

d e c l i n e  i n  i n d u s t r i a l  o u t p u t .  The i n d u s t r i a l  p r o d u c t i o n  i n d e x  f e l l  a b o u t  2 p e r -  

c e n t ,  t h e  t h i r d  c o n s e c u t i v e  monthly d e c l i n e .  Moreover, f o r  t h e  p a s t  few months, 

and e s p e c i a l l y  i n  A p r i l ,  o u t p u t  d e c l i n e s  have come i n c r e a s i n g l y  t o  re f lec t  wea'kness 

o u t s i d e  t h e  s e c t o r s  of  motor v e h i c l e s  and c o n s t r u c t i o n  s u p p l i e s .  Given t h i s  weak 

pe r fo rmance  of  o u t p u t ,  c a p a c i t y  u t i l i z a t i o n  h a s  c o n t i n u e d  downward and i n  A p r i l  i s  

e s t i m a t e d  a t  81 p e r c e n t  i n  manufac tu r ing ,  n e a r l y  6 p e r c e n t a g e  p o i n t s  below t h e  

r e c e n t  peak u t i l i z a t i o n  r a t e s  i n  t h e  f i r s t  q u a r t e r  of 1979. 

The growth of  u n u t i l i z e d  c a p a c i t y  and weak s a l e s  shou ld  tend t o  d e p r e s s  

b u s i n e s s  i n v e s t m e n t  o u t l a y s  i n  t h e  months ahead. New o r d e r s ,  c a p i t a l  a p p r o p r i a -  

t i o n s ,  and c a p i t a l  spend ing  s u m e y s  have y e t  t o  p i c k  up any s i z a b l e  d e c e r i o r a t i o n  

i n  p l anned  spend ing .  B u t  t h e r e  are o t h e r  s i g n s  p o i n t i n g  t o  a downturn i n  b u s i n e s s  

spend ing .  Order  b a c k l o g s  f o r  machinery have been moving lower,  n o n r e s i d e n t i a l  

c o n s t r u c t i o n  a c t i v i t y  h a s  slowed, b u s i n e s s  p u r c h a s e s  of  a u t o s  and t rucks  have 

d e c l i n e d ,  and announczd c u t b a c k s  i n  b u s i n e s s  c a p i t a l  investment  p l a n s  have r i s e n  

c o n s i d e r a b l y  d u r i n g  t h e  p a s t  two months o r  so.  

d e c l i n e  o f  f i x e d  i n v e s t m e n t  spending b e g i n n i n g  t h i s  q u a r t e r  and c o n t i n u i n g  through 

t h e  p r o j e c t i o n  p e r i o d .  

The s t a f f  f o r e c a s t  c o n t a i n s  a 

In t h e  h o u s i n g  m a r k e t ,  i n  c o n t r a s t ,  w e  e x p e c t  housing s ta r t s  t o  r e a c h  

bo t tom i n  t h e  c u r r e n t  q u a r t e r  and c o n s t r u c t i o n  e x p e n d i t u r e s  i n  r e a l  terms t o  beg in  

r i s i n g  l a t e r  t h i s  y e a r .  

1 m i l l i o n  u n i t s  a t  an a n n u a l  r a t e ,  w h i l e  p e r m i t s  dropped 14 p e r c e n t .  But the 

r e c e n t  e a s i n g  of  mortgage r a t e s ,  and t h e  r eopen ing  of commitment windows a t  some 

i n s t i t u t i o n s ,  s h o u l d  h e l p  p rov ide  a f o u n d a t i o n  f o r  a n  improvement i n  r e a l  e s t a t e  

m a r k e t s  i n  coming months. The e x p e c t e d  u p t u r n  i n  housing s ta r t s ,  however, i s  

Housing s t a r t s  in A p r i l  f e l l  a l i t t l e  f u r t h e r  t o  about 
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l i k e l y  t o  be l i m i t e d  by the l e v e l  of mortgage r a t e s - -wh ich  t h i s  y e a r  may n o t  

move below t h e  12 t o  13 p e r c e n t  r ange  f o r  pr imary c o n v e n t i o n a l  mortgages--and by 

c o n c e r n s  a b o u t  j o b  and income p r o s p e c t s .  

The s t a f f ' s  f o r e c a s t  of GNP s t i l l  shows d e c l i n i n g  a c t i v i t y  i n t o  e a r l y  

n e x t  y e a r  fo l lowed  by a s l u g g i s h  r ecove ry .  That  o u t l o o k  i s  a l s o  accompanied by 

a s u b s t a n t i a l  r i se  o f  unemployment t h i s  y e a r  and a f u r t h e r  d r i f t i n g  up of the 

unemployment r a t e  t o  t h e  9 p e r c e n t  a r e a  i n  t h e  l a t t e r  p a r t  of n e x t  y e a r .  On the 

p r i c e  s i d e ,  we e x p e c t  i n f l a t i o n  t o  s low a p p r e c i a b l y  i n  t h e  second h a l f  of t h i s  

y e a r  and n e x t  i n  r e sponse  t o  weak p r o d u c t  and l a b o r  marke t s  and t h e  absence of 

a n o t h e r  s u r g e  i n  o i l  p r i c e s .  

t h e  i m p o s i t i o n  of  t h e  a d m i n i s t r a t i o n ' s  o i l  import  levy, 

p r o j e c t e d  r a t e  of i n f l a t i o n  by a b o u t  1/? p e r c e n t a g e  p o i n t  t h i s  y e a r  as w e l l  a s  add 

a l i t t l e  t o  r e a l  a c t i - g i t y .  

If j u d i c i a l  or Congress iona l  developments p rec lude  

t h a t  would r educe  the 

I n  c o n c l u d i n g ,  I migh t  n o t e  t h a t  i t  i s  d i f f i c u l t  t o  judge t h e  l i k e l y  

d u r a t i o n  and dep th  of  an economic c o n t r a c t i o n .  Most r e c e s s i o n s  i n  r e t r o s p e c t  tend 

t o  have t h e i r  own s p e c i a l  c h a r a c t e r i s t i c s .  In  t h e  c u r r e n t  environment one cou ld  

a r g u e  t h a t  we w i l l  e x p e r i e n c e  a sbarp d e c l i n e  i n  a c t i v i t y  t h a t  will be s h o r t - l i v e d  

and n o t  s e v e r e  measured from peak t o  t rough .  Arguments s u p p o r t i n g  t h i s  view 

c o u l d  i n c l u d e ,  f o r  example,  a b e l i e f  t h a t  consumers were shocked by t h e  March 14 

a c t i o n s  and w i l l  soon r e t u r n  t o  their  freer spending ways, t h a t  i n v e n t o r i e s  have 

been k e p t  under good c o n t r o l ,  t h a t  b u s i n e s s e s  have p r e s s i n g  c a p i t a l  e x p e n d i t u r e  

p l a n s  and w i l l  g e n e r a l l y  t r y  t o  h o l d  t o  t h e m ,  and t h a t  t h e  drop i n  i n t e r e s t  r a t e s  

w i l l  be v e r y  s u p p o r t i v e  of a r ecove ry  i n  hous ing  and consumer spending. But i t  a p p e a r s  

t o  u s  u n l i k e l y  t h a t  a combinat ion of such developments w i l l  b e  s u f f i c i e n t  t o  outweigh 

t h e  f o r c e s  a c t i n g  t o  d e p r e s s  a c t i v i t y ,  i n c l u d i n g  the impact of  i n f l a t i o n  and r e s t r a i n -  

i n g  macroeconomic p o l i c i e s .  T i m e ,  of c o u r s e ,  w i l l  t e l l  what w i l l  deve lop ,  b u t  
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r h e  a s sumpt ions  u n d e r l y i n g  t h e  f o r e c a s t  and t h e  c o n d i t i o n  of v a r i o u s  sectors of 

t h e  economy a t  t h e  s t a r t  of t h e  downturn, have l e d  us t o  ho ld  t o  t h e  f o r e c a s t  of  

a f a i r l y  sever; r e c e s s i o n  and one t h a t  i s  dominated by a d rop  o f  f i n a l  s a l e s .  
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As e x p l a i n e d  i n  tlie b l u e  book, t h e  v e r y  l a r g e  s h o r t f a l l  o f  money 

S r m t t h  i i ' .  A p r i l  nxilies i t  h i g h l y  improbab le  t h a t  t h e  t a r g e t s  f o r  t h e  

a g g r e g a t e s  s e t  by t h c  Committee f o r  t h e  December- to  June  p e r i o d  c a n ,  a t  

th is  l a t e  d a t e ,  be  a t t a i n e d .  The s t a E f  d o e s  p r o j e c t  a rebound i n  money 

g rowth  a t  arotund c a r r c n t  i n t e r e s t  r a t e  l e v e l s - - p e r h a p s  a t  a b o u t  a 7 p e r c e n t  

a n n u a l  r a t e  of  growth f o r  El-L\ o v e r  F!ay and J u n e  (wiLh most o f  t h e  growth 

i n  J u n e ) .  Evcn so ,  f o r  t h e  f i r s t  h a l f  of t h e  y e a r  P1-1A would expand a t  

o n l y  a b o u t  a li p e r c e n t  a n n u a l  r a t e - -wh ich  would be a l i t t l e  more t h a n  

3 p e r c e n t a g e  p o i n t s  bclow t h c  C o r n i t t e e ' s  o b j e c t i v e  f o r  t h e  p e r i o d  and 

vc.11 unde r  t l ie  3'5 t o  6 p e r c e n t  l o n g e r - r u n  rangc  f o r  t h i s  a g g r e g a t e .  

I s h o u l d  s t r e s s  t h a t  e x p e c t a t i o n s  f o r  f a s t e r  money growth  i n  t h e  

Pla:i-June p e r i o d  a r e  p r e d i c a t e d  i n  l a r g s  p a r t  on t h e  p r o j e c t i o n  t h a t  nominal  

G X ?  L G i l l  r i s e  in t h e  second q u a r t e r  n t  a $4 p e r c e n t  annua l  r a t e .  I f  r e a l  

C::? t i irn.5 o u t  t o  be C V C I I  i scakcr  t h a n  p r @ j ? c t e d ,  l e a d i n g  t o  € u r t h e r  weakness  

in norninat G ? I P ,  i t  i s  l i k e l y  t h a t  tlie q u a n t i t y  o f  money demanded w i l l  

c o n t i n u e  t o  f a l l  slicrt o f  e x p e c t a t i o n s  and t h a t  t h e  p r o j e c t e d  Elay-June 

money g r o v t h  w i l l  n o t  b e  a t t a i n e d  e x c e p t  i f  accompanied by  a s i z a b l e  

f u r t h e r  d r o p  i n  s h o r t  r a t e s ,  and p o s s i b l y  not evcn  t h e n .  I n  t h a t  r e g a r d ,  

t h e  a p p a r e n t  c o n t i n u e d  d e c l i n e  i n  bank c r e d i t  i n  e a r l y  May--with o u t s t a n d i n g  

b u s i n e s s  and consumer l o a n s  by l a r g e  banks  showing l a r g e  € u r t h e r  d rops - -  

s u g g e s t s  t h e  p o s s i b i l i t y  o f  c o n t i n u e d  d e p o s i t  d e s t r u c t i o n  a t  c u r r e n t  

i n t e r e s t  r a t e s  and  secms t o  lower t h e  odds  a b i t  on a s u s t a i n e d  rebound 

o f  money growth 0ve.r t h e  v c r y  n e a r  term. 

Given t h e  r e c e n t  weakness  i n  mone ta ry  a g g r e g a t e s ,  t h e  a l t e r n a t i v e s  

p r e s e n t e d  i n  t h e  b l u e  book f o c u s  on e n c o u r a g i n g  a rebound i n  growth .  They 
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a im a t  r e l n t i \ ! c l y  s i z a b l e  growth r a t e . ;  i n  narrow money t h a t  g e t  back t o  t h e  

midd le  o f  t h e  l o n g e r - r u n  r a n g e s  by e i  r September  o r  December. Such 

growtli r a t e s  may a p p e a r  t o l e r a b l e ,  o r  e n  d e s i r a b l e ,  o v e r  t h e  n e x t  month 

o r  t w 3  i n  v iew o f  t h e  r e c e n t  s h o r t f a  t h e r  t h e y  s t iou ld  be s u s t a i n e d  

t!iro.igiioi;t t h -  second h a l f  o f  t h e  yca  F c o u r s e  need n o t  be  d e c i d e d  by t h e  

Co'nmictee t o d a y .  Tha t  K i l l  d c p e n d  i n  f t  on t h e  C o m m i t t e e ' s  a t t i t u d e  

toiiar-;i i t s  l o n q e r - t e r m  ran ;cs ,  o r  nboi  h e r e  i n  t h e s e  r a n g e s  i t  i s  w i l l i n g  

t o  t o l e r a t e  a c t u 3 l  g rowth  or, t h e  agsr e s .  and l o n g e r - r u n  r a n g e s  w i l l  b e  

f o r m a l l y  r e c o n s i d e r e d  a t  t h c  July mce 

k i t  i n  s e t t i n g  s h o r t - t e r m  a a t e  t a r g e t s  t o d a y  f o r  money g r o v t h ,  

i t  a l s o  soi' i lc r e l e v a n t  t, p o i n t  o2 t  r e c e n t  weeks we have  had sone  

s i g n s  oE a h i t  mcr? s t r e n g t h ,  r c l a t i v  p e a k i n g ,  i n  b r o a d e r  a g g r e g a t e s .  

S i n c e  t h e  b c s i n n i n g  of  t h e  ? c a r ,  >I-2 - 3  have  been  r u n n i n g  l o w  r e l a t i v e  

t o  t h i  C o r r n i t t - e ' s  annlual t . 3 r g e t  r ang  u t  n o t  a s  l o w  a s  b l -1 .  And s i n c e  

t he  b e g i n n i n g  o f  :l:.y, a v e r y  s u b s t a n t  e s u r g e n c e  i n  money marke t  fund 

g r o ~ t l i  h a s  e m c r g c d ,  Eollowing t h e  ccs  of  e x p a n s i o n  in Elarch and 

A p r i l  i n  tiic i m - n c d i a c e  a f t e r m a t h  o f  t r d ' s  W r c h  14  r e g u l a t i o n s .  S 0 . w  

o f  t h e  ver j .  r e c e n t  s t r e n g t h  may be  t e  y .  b u t  we d o  no t  e x p e c t  g r o v t h  

o v e r  t h e  n e a r  r e r m  t o  e v a p o r a t e  a g a i n  hou ld  a l s o  m e n t i o n ,  w h i l e  

d i s c u s s i n g  b r o a d e r  money tneas i i res ,  t h  now have  o u r  f i r s t  i n d i c a t i o n  

f o r  t h e  b e h a v i o r  o f  L i n  Piarch,  o n e  m hen nioney measures  began 

weakening  p e r c e p t i b l y .  I n  t h a t  month a i n e d  r e l a t i v e l y  s t r o n g  and 

espanded  a t  a 9 p e r c e n t  a n n u a l  r a t e - -  ed w i t h  an  a v e r a g e  growth 

r a t e  o f  10 p e r c e n t  i n  t h e  p r e v i o u s  2 

O E  s h o r t - t e r m  U.S. government  s e c u r i t  c r e a s e d  s h a r p l y .  

- - a s  t h e  p u b l i c ' s  a c q u i s i t i o n s  

I n  view of t h e  s m a l l  s i g n s  e i n  t h e  b r o a d e r  a g g r e g a t e s ,  w h i l e  

C t - 1  h a s  been  c o l l a p s i n g ,  i t  may n o t  b 

_ ^ ^ ^  ..c -"--".., m,.-n.r = *  1 " l C t  i n  nJlr rri e f f o r t s  hv r h e  n i i h l i r  ro 

a s o n a b l e  t o  a s k  w!iether t h e  weak- 
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economize  o n  ca i l i  a t  a f a s t e r  r a t e  t h a n  had been  a l lowed  f o r  i n  s e t t i n g  t h e  

n a r r o x  .noney s i i p p l y  t a r g e t .  N-I growth  i n  t h e  second q u a r t e r  i s  runn ing  

v e r y  much less  than  would be p r e d i c t e d  by o u r  e c o n o m e t r i c  mode l s ,  g i v e n  GNP 

a n d  i n t e r e s t  r a t e s .  Rut f o r  r e a l l y  c o n v i n c i n g  e v i d e n c e  o f  a downward s h i f t  

i n  E l - l  demand, one  would be more c o m f o r t a b l e  w i t h  p e r s i s t e n t ,  l a r g e  s h o r t f a l l s  

o f  E l - 1  g rowth  r e l a t i v e  t o  model p r e d i c t i o n s - - o r  w i t h  even  a one - t ime  s h o r t -  

f a l l  i f  i t  were i n  co rnb i~na t i cn  w i t h  s u b s t a n t i a l  g rowth  obse rved  i n  c l o s e l y  

r e l a t e d  a s s e t s  o r  nei; i n n o v a t i o n s  i n  f i n a n c i a l  t e c h n o l o g y .  N o n e t h e l e s s ,  

t h e  p s s s i b i l i t y  oE such  a s h i f t - - p ? r h a p s  in d e l a y e d  r e s p o n s e  t o  t h e  unusua l  

i n t e r c s t  r a t e  peaks  o f  l a t e  March--might a r g u e  f o r  a c a u t i o n a r y  approach  

i n  atti-,nr,tin:-. tG> h r i n c  ?.!-l back: t o  t i i c  v i d p - i n t  of t h e  l o n g e r - r u n  r a n g c s .  

! ' : Y ~ < : ' J P T ,  i l  ::iuch il s h i f t  i~ n o t  t a k i n g  p l a c e ,  i t  should  b e  

recogniz2d t h a t  t h e r e  a r e  good odds  t h a t  k!-1 g rowth  w i l l  rebound v e r y  

r a p i d l y  son ie t i ze  i n  t i i f  months shead  a s  the p u b l i c  s e e k s  t o  r e b u i l d  

e u c e s i i v r l y  d e p i c t e d  c a s h  b a l a r . c r s .  P c r n i t t i n g  t h a t  t o  occur would n o t  

C E  co i i r se  be  i n f l a t i o n ~ r y  u n d e r  t h e  c i r c u m s t a n c e s ,  tiiough t h e r e  i s  t h e  

d3nger t h a t  any  v e r y  s i z a b l e  rebound n i g h t  be so c o n s t r u e d  b y  domes t i c  

and  i n t e r n a t i s n a l  m a r k e t  p a r t i c i p a n t s .  

Given t h e  u n c e r t a i n  s t a t e  o f  o u r  e v i d e n c e  abou t  money demand 

r e l a t i v e  t o  income,  and a l s o  u n c e r t a i n t y  a b o u t  t h e  r e s i l i e n c y  oE t h e  

economy, i t  may be j u s t  a s  wel l  t h a t  t h e  Committee today  d o e s  no t  r e a l l y  

need t o  r e s o l v e  t h e  v e r y  d i f E i c u l t  q u e s t i o n  o f  what r a t e  of  monetary growth  

i t  m i g h t  w i s h  t o  encourage  i n  t h e  second  h a l f  o f  t h e  y e a r .  However, i t  may 

wish  t o  c o n s i d e r  t h e  d e s i r a b i l i t y  o f  a i m i n g  a t  t h i s  t ime t o  b r i n g  EL-1 

back  i n t o  i t s  l o n g e r - r u n  growth  r a n g e ,  w i t h o u t  p r e j u d i c e  8 s  t o  whe the r  the  

u p p e r ,  m i d d l e ,  o r  lower  p a r t s  of t h e  r a n g e  r e p r e s e n t s  t h e  b e s t  long-run  o u t c o n e .  

E i t h e r  a l t e r n a t i v e  A o r  B b e f o r e  t h e  Committee w i l l  s t a r t  t h a t  p r o c e s s .  



L l i i l c  d i E f e r c n c e s  be tween A and B a r e  n o t  l a r g e  i n  t h e  v e r y  s h o r t  

r u n ,  the;. c.?n be  a s s o c i a t e d  w i t h  s u b s t a n t i v e  d i f f e r e n c e s  i n  p e r c e p t i o n  about  

t h e  ccono-ny a n d  p o l i c y .  I f  you t a k e  t h e  view t h a t  t h e  economy i s  v e r y  weak 

a n d  t h a t  a s i g n i € i c a n t  l o n g e r - r u n  downward s h i f t  i n  t h e  demand € O K  narrow 

money i s  not i n  p r o c e s s ,  a l t c r n a t i v c  R may be  t h e  more a p p e a l i n g  a l t e r n a t i v e .  

(In t h e  o t h e r  h a n d ,  i €  t h e r e  i s  a s e n s e  t h a t  such  a money demand s h i € t  may 

be i n  p r o c e s s  o r  t h a t  i n  any  e v e n t  w e i g h t  s h o u l d  be g i v e n  to  t h e  need  t o  

r n u d e r a : ~  i n t e r e s t  r a t e  d e c l i n e s  u n t i l  i n f l a t i o n  m O K e  o b v i o u s l y  comes under 

c o n t r o l ,  a ! t e r n a t i v c  A may be t h e  more a t t r a c t i v e  a l t e r n a t i v e .  




